§ 1 Introduction. This paper presents a counterexample to a commonly held belief concerning single-agent consumption/investment decision problems. In this example, an agent is endowed with some initial wealth and has available two assets in which he may invest The assets of the example are special; nevertheless, they have the characteristics of very general ones. One of them is riskless, a bond with zero interest rate. The other is a stock, a risky asset with random but observable mean rate of return. The agent has a strictly increasing, strictly concave utility function U, and he attempts to invest in the two assets so as to maximize the expected utility from terminal wealth E U(XT).
Because of the concavity of his utility function, the agent will be risk averse, that is, he will not invest in the risky asset unless it has a more favorable mean rate of return.
Moreover, in a continuous-time trading model, it is plausible that whenever the mean rate of return on the stock is positive (i.e., strictly greater than the interest rate of the bond), the optimal portfolio does hold a positive amount of the stock. In our model, the agent can sell the assets short, and so one might also expect that whenever the mean rate of return on the stock is negative, the optimal portfolio holds a short position in the stock. We call this description of the form of the optimal portfolio the naive principle. The validity of this principle can be observed in the work of Merton [2] , who treated models with constant mean rate of return and a restricted class of utility functions. The verification of the principle for more general utility functions, but still with constant mean rates of return, can be found in Karatzas & Shreve [1] , p.387.
In our model, the utility function is quite simple, belonging to the class considered by Merton. However, the mean rate of return of the stock is a stochastic process.
Because the mean rate of return is observable, one might hypothesize that the agent should follow the naive principle. This is in fact not the case. The unique optimal portfolio we find sometimes holds a neutral position in the stock when the mean rate of return is positive and also sometimes holds a neutral position when the mean rate of return is negative.
In section 2, we give the mathematical description of our model, and in section 3, the mean rate of return of the stock is defined. Finally, in section 4, we obtain the explicit solution to the problem stated in section 2. § 2 The Model. In order to model the uncertainty of return, we assume that there is a complete probability space (Q, 3 , P), on which the process W={ w t , 31 > 0 < t < <» } We are ready for the main result of this paper. 
